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Here is the study of GEHA investment 
policies and investments per our 
earlier discussions. I'd like to 
discuss the recommendations with 
_|you--at your earliest convenience-- 
because some of them may relate to 
the overall investment study nearing 
= completion. Opes. 


= ~ |have reviewed the affached paper. 
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13 November 1973 


MEMORANDUM FOR: Chairman, GEHA Investment Committee 


SUBJECT: : Review of GEHA Investments 


maepese 


Az Pursuant to our recent discussions, I undertook this review of 
some GEHA investing policies and practices and of the portfolio. - -While- 
the experience of the portfolio has been good, there are some ar eas’ oh 
where improvements peneiety can be achieved; nine recommendations e 
are made. nee a Ss pe aa 


Board's Investing Authority 


2. Article VII, Section 1 of the By-laws gives the Board of Directors 
wide discretion in making investments, it being provided that they ".., 
shall have authority to invest and expend funds of the Association as they 
deem best ...." Thus, the By-laws indicate the Board may invest in a. 
broad range of security types, as it chooses. To date, only four types 
of securities--common stock, corporate and Federal agency bonds, and 
U.S. Treasury bills have been purchased. 


3. Other types of securities that could be purchased are: 


U.S. Treasury Notes 

U.S. Treasury Bonds 

Commercial Paper (issued by major aeaovatious) 
Certificates of Deposits (issued by major banks) 
Bankers Acceptances (issued by major banks) 


The choice(s) at any time will be governed by GEHA investment | 
objectives, and depend on such factors as relative interest rates, 
liquidity and maturity requirements, and the mix of risks wanted. 
Risk in any of these additional types is or can be less than that the 
Board has accepted in the past, 
Weal! MENG a Gat 
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UT es fi 
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Portfolio Management 


4, Your investment committee may want to review how best to operate. 
Some basic considerations: 


a. investment objectives 
b. investing strategy 

c. policy guidelines 

d. decision points 

e. Heeler reporting 


These five are suggested because, with improvements in each poggible, ; _ a | 
_ the overall portfolio management might be improved. Each is isi lissed ipa 
below. — ; 


5. Investment Objectives. Maximized rate of return is the goal-~ o a 


- discussions in Tab A. ) For fixed income securities the yields: achieved - 
~ should exceed those possible on "riskless" investments (i.e., U. Si , 
Treasury or some Federal agency issues). For common stocks the- 
returns should exceed some standard index. 


Recommendation #1. Aim for a yield on fixed income securities |‘: 
that exceeds by at least 1% the "yield" obtainable on the Salomon 
Brothers' Index! aoF 10 year maturity. 


-_ Recommendation #2. Aim for a return on common stocks that 
exceeds the S&P 500 by 20% in up markets, and that daes at least 
as well as the S&P 500 in down markets. 


Implicit in both recommendations is establishment of a performance 
“measurement system--a system that should and can be kept simple but . 
sufficient in view of the relatively small size of the GEHA portfolio. 
(Note that recommendation #2 is related to recommendation #9.) 


6. Investing Strategy. Other than the general piciene covered in 
Tab A, the main efforts in achieving high returns involve two consider- 
ations. First, correct predictions of interest rate movements are 
necessary to allow shortening of maturities in anticipation of a rise in 
interest rates to minimize depreciation of principal, and vice versa. 


Athis composite index covers four federal agency securities, all largely 
backed by the full faith and credit of the U.S. Government. (Federal 
National Mortgage Assoc.; Federal Land Bank; Federal Intermediate 
Credit Banks; Federal Home Loan Bank Board.) Index is published 


monthly in Salomon Bros, Historical _Record of Yields and Yield Spreads. 
2 
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Of course rates are difficult to predict but often reasonable judgments can 
be made. Second, correct appraisal of yield spread disparities allow, now 


- and then, timely swaps for net gains in holdings. Note, for example, in ~ 


Tab B the standard form used by T. Rowe Price to summarize bond swaps 
or trades. Consistent efforts along these lines, coordinated with GEHA's 
cash flow needs, should i improve overall portfolio yields.. In particular 
an expanded mix of security holdings, as discussed in para. 3 above, 
would give greater flexibility in enseas for better yess 3 and an n improved 
maturity schedule. “es 


Recommendation #3. Arrange for a person to be responsible - ; 
for appraising interest rate trends and projections, from appropriate 
sources, and report same to the Investment Committee regularly. 


Recommendasion #4, massage for a person to be weanonaibie 
for developing a working relationship with Phil Shepard and. ‘others 
. for the purpose of spotting , from time to time, beneficial swap 
opportunities, 


In each of these cases, the responsible person(s) would report to the 
Investment Committee for appropriate actions. Timely action by the 
Committee will usually be paramount, especially for swaps where 
minutes can count, and should be arranged for. 


7. Investing Strategy (cont'd). Since inception the portfolio has 
grown to over $2 million, and no large withdrawal demands are likely in 
the next two or three years. There are three sources or possible sources 
of demand. First, the current agreement with UBLIC requires payment. 
of claims of up to $66,000 per year if not coverable by excess premiums. _ 
Second, and more important, the possible payment of claims from free 
life insurance awarded eligible retirees will ultimately increase. The 
claims must be paid from the portfolio if they exceed refund premiums, ° | 
as they will eventually. The insurance company's latest estimate is that | 
"ultimately" $400,000 per year will have to be withdrawn from the port-. 
folio to meet such claims. A third and regular source of payout is the 
$33,000 paid yearly to reimburse the Agency for three personnel assigned 


to work on GEHA. Thus, while liquidity and the maturity schedule are. - 


not immediate problems, they should be looked at soon, as portfolio 
strategy is being developed. 
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Recommendation #5. Have.a study done with/by Mutual of eA 


Omaha projecting as well as possible the cash flow associated 
with the retirement benefits. 


This study is necessary in order to structure a better maturity schedule. 
Otherwise, the Board may eventually need funds and be forced to 
liquidate unmatured eeeaee at unfavorable times in the market. 


8. Policy Guidelines . The Board and the iaveatnent Gounniitea could . as 


promulgate more specific policy guidelines for investing decisions. For 


example, present policies limit investment in common stock (at cost) to ee 32 aoe 


no more than 10% of the amount in the UBLIC and Contract Life trust 
liability accounts in the portfolio, and prescribe that fixed income 


securities must be graded BB or better. More explicit policies related. ‘ Te oe 
_ to these and other areas would aid the Committee decision-making and. - 


allow delegation of, for example, some transacting authority to lower: “ 


levels.” Tab C gives some policy issues for your consideration. ... 


Recommendation #6. Establish a set of policy guidelines to. 
aid investing strategy formulation and especially to allow more 
routine decisions to be made quickly by designated personnel 
without polling or convening the Board or Investment Committee. 


Such guidelines and possible delegation would not weaken, but rather» 


_ would strengthen and clarify, the mandates of the Board. 


9. Decision Points. At present all investment decisions are made by 
the Investment Committee but probably some of the more routine decision- 
making could be delegated. For example, as small_amounts of moneys 


“accumulate or as securities mature, the President or 


Chief, Insurance Branch could be authorized to invest 
such funds in a daily compounded savings account, U.S. Treasury bills, 
certain commercial paper, certain Bankers Acceptances, or the like until 
the Investment Committee wanted to take other action. Such short term 
investments also could be routinely made as part of a strategy of waiting | 
for long term interest rates to move higher. 


Recommendation #7. Authorize establishment of a daily 
compounded bank account and designate certain classes of short 
term securities that the President or Chief, Insurance Branch 
may invest in while awaiting investment action by the Investment 
Committee, — 
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invested and earning. 


10. Regular Reporting. ‘The Board and the Investment Committee 
need regular reporting upon which to base actions. These could be 
simple in nature: a formatted report to show essential data on current _ 
holdings (see Tabs D, E, F, and I); a maturity schedule (see Tab H) 
and cash flow needs; a form recording advantages and disadvantages 
of swaps made to upgrade the portfolio (see Tab B); and, separate 
from the portfolio, reports on the oes for interest rates synthesized 
from appropriate sources, : 54 


- Recommendation #8. Establish quarterly reporting for the ~~... , . 
portfolio holdings, adopt the swap format shown for upgrading ©. ve 7 
transactions, and arrange for frequent reports as needed on Hae: 7 oe 
outlook for interest rates. ; 


Sach fosovine will Sandee the decision- making capability 0 of thie Board, 


and the Investment Committee. ; fis ee Pa eee st 7 _ a 


Piesent Portfolio Holdings | 


11. Tab D summarizes the security holdings in the portfolio--as of 
12 June 1973 and 7 September 1973 for fixed income securities and common 
stocks, respectively. The same securities, except the Treasuries which 
have matured, are still held as of this writing although valuations differ. 
(Proceeds from the Treasuries plus additional funds, all totalling about 
$300,000 were reinvested in 29-day Bankers Trust commercial paper. 
' maturing 29 November 1973 and yielding 8.65%.) 


12. Corporate a (Tab E) are the largest holdings, comprising 
about 83% of the total. (Of this amount most are in S&P single A bonds 
(Tab F)2,) One caveat for bond holdings is that their ratings must be 
frequently watched--any downgrading would result in a lowering of the 
price and thus a capital loss if liquidated before maturity. For the bond 
holdings the Wetgued average yield-to-maturity from purchase date is . 

a respectable 7. 933 ater G shows the method of computing yields to 
maturity.) 


—— 


2Tab F also defines the S&P grading system for bonds. 


3Computed yield-to-maturity always just approximates the realized yield 
‘because final results depend on rates at which income is reinvested. 
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13. The present maturity schedule (Tab H) is about evenly spread 
up through 12 years, but with some bonds maturing at 16 and 25 years. 
‘This spread is probably about appropriate but should be reviewed and, 
if necessary, adjusted in accordance with the cash flow needs epecuseed: 
under recommendation #5 above. 


14. Some species comments on the present fixed income holdings © 
can be made relating maturity, grade, and yield- to~maturity (referring 
‘to Tab E): 


a. Talley Indus. (BB), YTM 7.9% -- This yield is too low - 
considering 24 years to hold and relatively low grade. Probably © 
should try to switch into higher grade at higher yield, even.iftat 
shorter maturity. Bond is now callable and likely will be: calla ; 

if rates fall much. below the 8-1/8% coupon. 


b. Low coupon holdings: (four) -- If we expect years of ee 
- sustained high interest rates, which seems likely unless inflation = 
is controlled more, then it would be better to hold high coupor:.. 
securities so the greater income could be reinvested at high rates; 
this would improve overall yield. Higher income may also be 
necessary later depending on cash flow needs, 


c. Bankers Trust canimercial paper ($300,000 maturing 
29 November 1973) -- If long term interest rates have moved 
a little higher by maturity date, as expected, then the funds 
probably should be invested long term. 


d. Each holding -- Possible swaps that either increase yield 
at the same grade or improve grade at the same yield should be 
sought. Quick approval decisions (within an hour or so) will 
normally be required. . 


Action on these items over time should upgrade the fixed income portfolio 
in terms of yield and quality, and follow naturally from the previous . 
recommendations. 

15, Equity holdings are shown in TabI.. The rate of return Cyield 


plus capital gains) averages about 9% or so. This return is not much more 
than that earned on fixed income securities, especially considering the 


4Tab I also explains the S&P ranking system for common stocks. 
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greater risks involved. My gencral view is that common stocks require 
more care in selection and more vigilant attention than fixed income 
securities because of the rapid changes in a company's fortunes that 

can occur. Nine different issues in six different industry groups is 
probably more than adequately can be followed for a small $253,000 
portfolio--unless there is a Board member or other person with time 

and inclination to devote to the stock market and the GEHA holdings. 
Further, the stock market may not again experience the steady rise of 
the post-war era~-certainly the last four vests have been Gitewe for ao 
the stock market, i. Oe ts 


Recommendation #9. Eliminate all or reduce the number ‘ 
different common stocks in the portfolio at the next good rise. i in . oa = 
the stock market, or have a qualified person willing to devote. “ 
necessary time to oversee the holdings. 


More consistent and suonebly as good returns can be achieved by: 


' concentrating exclusively on investing in fixed income instruments.” * 
' If common stocks are to continue being a part of the portfolio, then’ ~~ 


they should be a few quality issues with favorable long term prospects. 
A variation of this strategy would be purchase of such issues when they. 


(and the market) seem unduly depressed and sell them when higher 


P/E multiples are achieved. 


16. I realize that some of these recommendations, especially numbers 
3 and 4, require manpower perhaps not presently available to GEHA. 
However, this problem can be worked around with some trade offs here 


'and there. Also, depending on Mr. Colby's reactions to recommen- 


dations in an investment study now being prepared, the Agency may 
soon have professional portfolio management capability that could be 
of some use to GEHA. 


Hil. + 
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. Sos oe Yield tor. a - Call “Amount “Sinking Avz. | 
Tssue Coupon Maturity Price Maturity Ave.Life Call Ratines Data Outsde, Fund Life 
U.S. Government 31/2% 11/15/98 77 8,07 ~ Aaa o=-=: None 
, . (1) 
fl 
OAL TAG TD. 0 8 1/8% 1/1/97 77 1/2. 7.43% Oe Ba ee None 
Advantages of Trade 7 Disacvantages oe . : Comparison Statement * 
1, Pick up 238 basis pts. 1, Credit p / -Procecds of Sale $770,000 
yield to maturity, iit; Cost of Purchase § $ 775,009 
’ ; . . ', Take/Put up $(3) 5 ans 
2, Payuprecoveredin 2, Market) 7 
3 months, _ 7 ee New Coupon, =. $55. 000 
. nrnMan 3 . oy 3. Pay up- ° , . oy . oe a , , Old Coupon . . $3: a5 009 
3, Increase income ot 4 ot". Annual Inerease 82) 290,000 |. 
$20,000 per year, ot Se _ 
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Value Tssue : ; 2 ; Yield oe. a ' ae a. \ 1 4 
Co . fay te ° < ‘ i eee, 8 ; pee 
upon Maturity Price Maturity Ay Life Call Ratin. ‘Galt Amount Sinking Avg 
: ings Da = AVE. : 


fa Outsds, 


ay 000, ig | | | | . 
s 000. U.S S. Government “ 6 1/4% 8/15/79 98,048 6, aay, 


BUY y ; : . 
$2,000,000 mm. no 
Yoy u TAT Nf : to pe : : 
, NMA ods! 8.55% 12/10/79 98,12 6, 84% 
en : ; , ’ ; mu . ai “ a i: er Hee mo, 
; , , , Advantages of Trade Disadvantares : | : he | 
i, Increase yiel ae es ere : Comparison Statem 1 
by 40 oo arty A, Credit hua Proceeds of Sale § 980.439. 
; 9+ 2, Market #° ee gost of Purchase $981 enn 
-  ancome increase $3,000, . -. Po OES A ot Elie Pur aug SG) 8280 8 8807 
‘ os Tal aaat ral Ta’ : . . ; 3 _ iwi : = 
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SOME POLICY ISSUES . 


Common stocks. Should investment in common stocks be continued, or should the 


present holdings be phased out to allow focusing of limited manpower on 
fixed income securities? aor ; 


Common stocks, What criteria will govern selection (and aisposel) of common stock? 


isks, hat proportion of risks (S&P ratings AAA, Ab, A, BSB, BB) in fixed 
income securities shall the portfolio heave? 


Ky 
ju 


Swaps or Buy-and-hold. Should the ouy~and-hold-boemetu it 
Should profitable swap cpportunities be sought and taken 


investment Decisions, Shceuld guidelines be set te allow delegation of euthority 
for purchase cf certein securities? If so, to whem Should the a: authority be 
delegated, under what clroumstances, and which short-term securities will be 
on the aporcved list? , 
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TAB D 
Summary of Holdings at Cost 
(es of 12 June 1973-nfixed income) 
\as of 7 Sept 1973--equities)— 
‘Fixed Income Securities | 
Coreeas 4.8% me ge OE Oe ; 
orporates $1,816,010 >: |. Te EE aa 9% | 
3 7 4 ~ ‘ 2 
Federal Agency 10,000 
2000 0.4 
U.S. Treasury 183,464 8.3 
Common Stock : i 
fe) ock 188,816 8.6 
2,189,290 _ 2 100.402 
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Name Purchase . 

Date 
ANCO Financial Services 12/70 
(Formerly Seaboard Finance) 
Commercial Credit 2/72 
FRA 3/70: 
Treuhaut 9/71 
Freuneut 3/72 
cnternational Harvester 2/71 
ha Clede Gas 2/71 
here Star Gas 2/71 
inv Dep oe. Seomes Creais cemmany 9/70 
McCulloch Properties 3/71 
Sante Fe Pive Line i/72 
Talley Industries 12/72 
“rsasury Bills 4/73 
TEE OOo s (Fale 


$ 


183,464.50 


FIXED INCOME SECURITIES 


(as of 12 June 73) 


Cost 


190,741.43 


149,525.00 


10,000.00 


102,583.34 
202,399.00 


159,830.54 
154,050.00 
162,365.96 
246,164.47 
200, 369.4h 


ho,165.28 | 


304,859.37 


at 


Value 


Maturity 


8 


185,000 


200,000 


10,000 . 


100,000 


200,000 
200,000 


200,000 


300,000 


190,000 iif 


$2,170,000 


9.25 


frm Purchase 


Coupon Yield to 
Rate Maturity 


8.9 
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\ 


Maturity 
Date 


4/1/90 


8/1/85 


SL 75 


Ayre 


8/1/81 
2/1/83 
4/15/82 
9/15/76 
3/1/76 


12/1/80 
12/1/97 
10/8/73 


Call | 
Date 


4/2/80. 


9/1/72 


~~ 


tT 


8/1/70 


Callehiea 


Gt a ee 


Not Call. 


Not Call. 


Callable - 


(2 


ud 
LBs 


Rating 


cat 


1 
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Dremarhd ana pf RE Ota ek mae Sad 
ww ie eee SR LL SDE ook Graded 
prea vce aie ani 
7axeG income Securities in the Portfolio 
x" : Fe oli 
so as fd ae ye 
.OeSea on Cost; as of 12 June 1973) 
A o.7% (inelue ef 
AAA Cf Sana Vex z . + 
AAA aefe \imeludes 9.2% (includes 9.2% cash as 
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5 &P Ratings 


Bonds end Prefermed Stock 
a Ere SE OCK 


AAA Prime - 
AA High Grade 
A Sound 
BBB Medium Grede 
BB Lower Grade 
5 Speculative 
C Sub-Marginal 
Comron Stock 
A+ Highest 
A , Eigh 
Ae Above Average 
B+ Average 
2B | Below Average 
B- Low 
S LOvESst : 


) 
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TAB 


A 1 A 
Pp = oT . 0 - 
P= re ae? oS) 
= fee fe 
— bes 7 A 
r gun ee) (POO Sse) 
Were 
A = 
et = marth tee 
Ps = 
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wane, 


The relative “quality'’ of common stocks exnnot be meastred, a5 can that of 
Lon: ich depends unon the degree of Protection for interest and principe), 
iowever, there are trenees in the nature of stocks end some of them sre well 
werth messuring and contparing, _ . ¢ 

Standard & Poor's Rankine 


kings ere designed to indicate b 
yo and growth o 


y the use of symbols 
ef carnings and the relative stabiity and growth 
asures of past records Haye a considerable bearing on refae 
utode not pretend to refleet on examination ef all other actors, 


angivie, that also bear on a stock’s Quality, Under so elreumstences 
eye rankings be regerded es 2 recommendation to buy er sell a securily, 
sy = 
Yae Common Stock Formula 
Standard & Poor's peint of departs 


sure 
idend resords. The Srst 
eight years, Ines 


{S37 


should Us 


is a storing system based upen earnings 
examine the earnings reeord of the past 
asic secre is given for each year 
{ the oreceding year, For any year 
1 by the percentages of that decline, 

¢ frequeney of earnings de. 


mus stab 
shals or execedcs 


ght an 
es, beconies our first “basic earnings index.” 
8 stability index ts then x 
rout of th 


and the 


ual sceres, wel 


1¢ square 
years period 
s from domi- 


ity and growth is si 
& Sd results 
ouvious!y a le 
Voted recently, A fart! 


ar, with the orinetoat exten. 
pd for recency, A dividend 
cus current investment consid. 
weight Hed for fres 


one tasty 
; 


weighting is sno} 
tend polos fe 2 matter 
ite Ly a growth factor amilar 


When his fe cempteted, 


be tito fnstors—earnings and dividends—are come 
bined Into a Single numer nking, AI ¢ 

~ ‘ 

: 


ithe common stocks co Sraced are then 
d into seven elusses, ‘Io these we ka erstand code, 


greune 


5 follows: 


Rave assigned an easy-tound 
Ade Tiphest 


. . 

D+ Average C Lowest  «. - 
A had 3B Below Average “a é 
Am Abovt Average B= Low ons 
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sme OF 


yield stability of ¢h 


EPA IMUVEN UG” map pemmin mugs a 
RANKINGS ron STOCKS 


These mathematleally Cetermined positions are siodified in some instane 

special considerations, Non-recurrt costs, wind!fal! profits, els, mast seme imes 
* be atiowed for. These are certain other exceptions. In the 

Soeaiied “cash flow" is used rather than final 

tortions that might be caused by diferonees in. accounting practices, 

Since earnings and dividends of regulat 

more stable than those of most Rowreguinted industries, 
must be considered, Among these zre capital structure, 
reserves, condition of properties, yrowth potenticlitier for 
the reguiatary environment, and the rate of return. 
These scorings are not to be confused with bond quality ratin 
rived at by arnecessarily altogether differen: epprocek, Addit 
not be used as a substitute for market recommendations; a igh 
at times be ‘so Over-priced as to instify itz sale, white 
attractively priced for purchase, Rankings based DON en 
are no substitute for analysis, Nor are they qua! 
of the fern, They cannot fake tuto account rote effec 
internal coninany poiicizs not yet fully reflected im the ear 
public relations Standing, recent coimpetitiy 
that may be relevant to investment status, 
tad E 
“signifies Ne Ron 


me 


industry, for exammle, 
net profit tn order to avoid the die. 


ed public 


= 
a 


uimereys other factors 
amount of dcenreeiation 
individual service areas, 


ae. 
af 


oO 


a low sear 


nitte Sens 
changes, 
i record, 
Rest of ether factors 


e shifts, and 4 


my 


te possible, Lecause of insufficient cata, nomerecurring 
factors, or some other reacen, 
*Preeeding ranking Cenotes rallroad euarantecd stock quality rating beset 
on S&P bond rating scale, : 


- c+ Proferred Shack Ratings 
. Quatty ratings on preferred stock are exoreseed by xy 

in rating bonds, They are independent of Standard & Pesrts bo 
inthe sense that they are not necessarily graduated downwa 
accorded the tecuing company’s debt, They represent 9 c 
the relative Security of dividends, and— ASt is trereby imple 


cis Uke these used 
nd ratings, however, 
rd frown the ranting 
idered judge 
O—the prosnestive 


ne stoes, Vhese ratings 


; are as follows: 
+ AAA Prime. : UBI Medium Grade C SubsMerzinal 
AA High Grade : : 


: UB Lower Grade 
A Sound -- B Speculative 


